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NOTICE TO READERS
This practice alert is intended to provide auditors with information that may help them improve the efficiency and effectiveness of their
audits. This document has been prepared by the SEC Practice Section Professional Issues Task Force and is based on the experiences of
the individual members of the task force and matters arising from litigation and peer reviews. It has not been approved, disapproved or
otherwise acted upon by any committee of the AICPA.

Introduction

substantial portion of litigation and
SEC investigations involving financial
reporting and cases coming before the
AICPA Professional Ethics Executive and Quality
Control Inquiry Committees concerns some form
of revenue recognition issue. Although some of
these situations involve accounting for large,
complex transactions, many result from improper
accounting for routine sales recorded in the
ordinary course of business. Therefore, auditors
need to pay particular attention to warning signals
that may indicate additional audit risk and
respond with appropriate professional skepticism
and possible additional audit procedures.
This practice alert is intended to remind
auditors of conditions that can be indicative of
increased audit risk with respect to improper and
unusual revenue practices. It suggests ways in
which auditors may reduce the risk of failing to
detect such practices. The alert focuses on
revenue recognition issues as they relate to sales
of products and services. It is not intended to and
does not provide comprehensive guidance on the
design or performance of audit procedures.

A

aided by customers and suppliers or other third
party participants. Improper and unusual revenue
recognition practices vary by industry. Following
are some examples of improper and unusual
revenue transactions:

■ Sales in which the customer’s obligation to pay
for the merchandise/service depends on:
- receipt of financing from another (third) party;
- resale to another (third) party (i.e., consignment
sale);
- fulfillment by the seller of material unsatisfied
conditions; or
- final acceptance by the customer following an
evaluation period.

■ Sales in which substantial uncertainty exists
about either collectibility or the seller’s ability
to comply with performance guarantees.
■ Sales that require substantial continuing vendor
involvement after delivery of merchandise (e.g.,
software sales requiring installation, debugging,
extensive modifications, other significant support
commitments, etc.).

Improper and Unusual Revenue

Recognition Practices

Auditors need to be aware of the possibility that
client personnel at various levels may knowingly
participate and assist in schemes designed to
overstate revenue. In some cases they have been

■ Shipments to and held by a freight forwarder
pending return to the company for required
customer modifications.
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■ Partial shipments when the portion not shipped
is a critical component of the product (e.g.,
shipment of computer peripherals without the
central processing unit).

■ Sales of merchandise shipped in advance of the
scheduled shipment date without the customer’s
agreement or assent.
■ Pre-invoicing of goods in process of being
assembled or invoicing prior to, or in the absence
of, actual shipment.

Planning Considerations

Techniques used to recognize revenues improperly
can be quite sophisticated. To reduce risk in this
area, the audit needs to be planned and then
executed with an appropriate degree of professional
skepticism.
In planning an audit of revenue transactions,
an auditor needs a sufficient understanding of the
client’s industry and business, its products, its
internal control structure over revenue, and its
accounting policies and procedures, particularly
as they relate to revenue recognition. This
understanding should include the procedures for
receiving and accepting orders, shipping goods,
relieving inventory, and billing and recording sales
transactions. It also involves an understanding of
the computer applications and key documents
(e.g., purchase orders, shipping reports, bills of
lading, invoices, credit memos, etc.) used during
the processing of revenue transactions.
An understanding of the revenue cycle is
particularly important when the company has
new product or service introductions or begins
new sales arrangements. New products may not
work as envisioned or customer acceptance may
not be as expected. Sales terms might differ
from the company’s customary terms and both
the client’s employees and the auditor may need
to obtain an understanding of new procedures.
This knowledge base provides a perspective
or “mindset” for determining the nature, timing,
and extent of audit procedures to be applied.
For example, a company operating in a declining
industry or one characterized by more than
infrequent business failures ordinarily will present
different audit considerations and, therefore,
could require different or more extensive audit
procedures than a company operating in a

■ Shipments made after the end of the period
(i.e., books kept open to record revenue for
products shipped after period end).

■ Transactions involving the application of the
percentage-of-completion method of accounting.
(There have been instances in which overly
optimistic percentage-of-completion estimates
were used, reasonably dependable estimates
could not be made or a historical basis for making
estimates did not exist.)
■ Sales not based on actual (firm) orders to buy.
■ Shipments made on cancelled or duplicate orders.

■ Shipments made to a warehouse or other
intermediary location without the instruction of
the customer.
■ Sales billed to customers prior to delivery and
held by the seller (“bill and hold” or “ship in
place” sales). (There have been cases in which
payments have not been required for a lengthy
period and cases in which delivery to the
customer never took place.)

■ Sales on terms that do not comply with the
company’s normal policies.
■ Transactions with related parties.

■ Barter transactions.
■ Significant, unusual transactions near year-end.
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healthy industry. Similarly, the risk of
management misrepresentation may be greater
when management’s compensation is based to a
significant degree on reported earnings or when
management places undue emphasis on meeting
analysts’ earnings projections. Risk also may be
heightened when there are frequent disputes or
disagreements with management about the
“aggressive” application of accounting principles.
SAS No. 53, “The Auditor’s Responsibility to
Detect and Report Errors and Irregularities”
(AU section 316 of AICPA Professional Standards),
provides additional factors to consider when
assessing the risk of material misstatements or
management misrepresentation.
A proper understanding of a client’s business,
its accounting policies and procedures, and the
nature of its transactions with customers
can also be helpful in assessing the extent of
experience or supervision required of the
personnel assigned to audit the revenue
transactions. Unusual or complex sales contracts
may call for consideration by more experienced
engagement personnel.
Moreover, the performance of appropriate,
well-planned analytical procedures during the
audit planning process and in executing the
audit itself (such as, a comparison of sales to
corresponding periods of the prior year and to
budget; a review of monthly and/or quarterly
analyses of sales volume; and a ratio analysis of
sales in the last month to total sales) may help
the auditor identify situations that warrant
additional consideration. A company with
constantly increasing sales that “always meets or
exceeds” budgeted sales targets may deserve
extra attention. When a substantial portion of the
company’s sales occur very near the year-end or
quarter-end, extra caution in auditing revenue
transactions may be appropriate. Also, individually
significant revenue transactions, which could be
designed to ease short-term profit concerns, may
merit specific attention. Auditors need to

examine such transactions and obtain an
understanding of their business purpose to
evaluate whether revenue recognition is
appropriate.
Confirmations and Representations

Unusual or complex revenue transactions may
increase audit risk. Consequently, the auditor
should consider the need to perform additional
audit procedures to assess the propriety of revenue
recognition. Examples of such additional audit
procedures may include confirmation of sales terms,
review of sales contracts, or the use of a specialist
to interpret contractual agreements.
Standard confirmation requests (confirming
only the outstanding balance) alone do not always
provide sufficient audit evidence to determine that
only appropriate revenue transactions have actually
been recorded. Confirmations can be designed to
help the auditor solicit information from customers
about payment terms, right-of-return privileges,
or other significant risks retained by the seller.
In determining the information to confirm, an
understanding of the client’s arrangements and
transactions with its customers is essential. If the
auditor is aware of unusual arrangements or
transactions (e.g., “bill and hold” or consignment
sales), confirmations can be used to corroborate
the terms of the agreements and inquire about
the existence of any oral modifications or
undocumented “side-agreements” (e.g., unusual
payment terms, liberal rights of return). When
the arrangements are unusual, auditors are
well advised to consider the business purpose of
the transactions from the perspectives of both the
seller and the buyer, and evaluate responses to
inquiries with appropriate professional skepticism.
Also, because of the increased risk presented by
individually significant revenue transactions, the
auditor should consider confirming the terms of
those sales.
Although representations from management
are not a substitute for the application of those
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audit procedures necessary to afford a reasonable
basis for an opinion on the financial statements, it
might be useful to obtain written representations
concerning the terms and conditions of unusual
or complex sales agreements. Such representations
may include things such as contingencies that
affect the obligation of customers to pay for
merchandise purchased. This is important when it
is common industry practice to provide customers
with certain rights of return or other privileges
(e.g., in high-technology enterprises).

Conclusion

No audit can be designed to provide absolute
assurance that all revenues recorded by the client
are appropriate or that fraudulent financial
reporting is discovered. However, an awareness of
conditions that increase audit risk, along with an
appropriate skeptical response to unusual items
identified during the audit, can help auditors
increase the likelihood that either inadvertent or
intentional material misstatements of revenue
will be detected.

Comments or questions on this alert should be directed to the AICPA Division for CPA Firms at 1-800-CPA-FIRM.

